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TAX FORUM
DORIS L. BOSWORTH, CPA, Editor
Peat, Marwick, Mitchell & Co.
New York, New York

To that extent it is not applied retroactively,
and cash basis taxpayers who had gone the
“prepayment of interest” route earlier in 1968
will not have the deduction challenged.

SIGNIFICANT CHANGES IN 1968
AFFECTING FUTURE TAX PLANNING
Prepayment of Interest
In the past, taxpayers on a cash basis have
utilized the prepayment of interest as a means
of reducing taxable income in any year where
they found themselves in a high tax bracket
due to the receipt of extraordinary income.
Such interest was deductible in the year paid
in accordance with IT 3740, 1945 CB 109, de
spite the fact that it represented expense at
tributable to future periods.
The popularity of this method of “averaging”
income led to abuses within the area, and
finally culminated in the issuance of Rev. Rul.
68-643 IRB 1968-51. Under this ruling, IT
3740 is revoked, and any prepayment of inter
est for a period in excess of 12 months beyond
the close of the taxable year involved will be
required to be allocated over the period to
which it related.
To that extent, therefore, a cash basis tax
payer will be placed on the accrual method of
accounting by the Treasury Department. Even
in instances where the prepayment comes with
in the 12 month limitation period, the deduc
tion will be questioned to determine the mate
riality of any distortion of income. The ruling
enumerates some of the factors the Service will
consider in arriving at the decision that there
has been no material distortion—the amount of
income in the year of prepayment as compared
to previous years, the timing and purpose of
the prepayment, the amount of interest paid,
and any variance in interest rates throughout
the life of the loan.
In instances where there has been an appre
ciable increase in income, and prepayment of a
large amount of interest up to the 12 month
limit is made shortly thereafter, taxpayers will
have to be able to demonstrate a sound finan
cial reason for such payment, to sustain the
deduction.
This ruling is specifically limited to prepay
ments of interest made on or after November
26, 1968, with the exception of payments made
in accordance with a legal obligation incurred
prior to such date of publication of the ruling.

Restricted Stock
Another form of tax savings that appears to
have gone by the boards is deferred compen
sation for corporate executives in the form of
restricted stock. We are referring to the in
creasingly popular practice in recent years of
the issuance of stock to certain executives or
key men, subject to restrictions as to its dispo
sition either by way of sale, assignment or
transfer, for a limited period of time.
Under Reg. 1.61-2(d)(5) no tax conse
quences attached to the receipt of this stock, as
it was compensation paid in property subject
to restrictions that would have a significant
effect on its value. Immediately upon receipt of
the stock the executive had voting rights and
the right to receive dividends during the re
strictive period.
When the period of restriction lapsed the
executive was deemed to have received ordi
nary income to the extent of the value of the
stock at the time of receipt (absent any restric
tions) or the value at the time such restrictions
were lifted, whichever was lower. At the same
time the corporation had a deduction for addi
tional compensation in an equivalent amount.
The amount of ordinary income reported by
the executive then became the basis of the
stock in the event of a future sale.
In this way, if an executive received stock
that appreciated tremendously during the re
strictive period, the appreciation could be re
alized through the sale of shares at capital gain
rates; and if it had declined in value, ordinary
income would be realized on the lower amount.
In the latter case, compensation could be re
duced to cash through an immediate sale,
thereby providing the funds to pay the tax
liability.
On October 26, 1968, the Treasury Depart
ment issued proposed regulations to the effect
that at the time restrictions are lifted on such
stock, ordinary income will be recognized to
the extent of the fair market value on that date.
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This will eliminate the hitherto favorable cap
ital gains treatment accorded appreciation in
value during the restricted period.
From the corporate point of view the new
regulations are beneficial in that a deduction
may be taken for the full amount of compen
sation reportable. The incentive for this type of
compensatory recognition will be eliminated,
however, and employers and employees alike
will not be in favor of such regulations being
finalized.
Hearings on the proposed regulations were
held in the early part of December. As a result
the Treasury Department has extended the
effective date from October 26, 1968 to June
30 of this year.
The intervening period will be utilized to
evaluate the suggestions made at the hearings.
In the meantime, action is being withheld on
all ruling requests in this area. If, however, a
corporation entered into this type of restricted
stock compensation prior to June 30, 1969, the
favorable treatment previously accorded this
type of transaction should prevail.

(Continued from page 15)

should be applied retroactively to each such
period during which the controlling conditions
set forth in the Opinion existed.

ACCOUNTING FOR CONVERTIBLE DEBT
AND DEBT ISSUED WITH STOCK
PURCHASE WARRANTS
This proposed Opinion states (1) no portion
of the proceeds from issuance of convertible
debt securities should be accounted for as
attributable to the conversion feature and (2)
the portion of the proceeds of debt securities
issued with stock purchase warrants which is
attributable to the warrants should be ac
counted for as paid-in capital and the result
ing discount (or reduced premium) on the
debt securities should be accounted for as
debt discount.
Thus, in this Opinion, the Board reverses
the position it had taken in paragraphs 8 and
9 of APB Opinion No. 10, regarding the assign
ing of a value to the conversion feature of
convertible debt, but reaffirms the position it
took in that Opinion that stock purchase war
rants issued in connection with debt securities
should be valued.
In December 1967 the Board had suspended
the effectiveness of paragraphs 8 and 9 in APB
Opinion No. 10 dealing with the accounting
for these items retroactive to its effective date
and had substituted for them certain disclosure
requirements. At the time of the suspension
the Board stated that companies following the
accounting requirements specified in para
graphs 8 and 9 of Opinion No. 10 could con
tinue to apply them and that it might decide
to have its Opinion resolving this question ap
ply retroactively to the effective date of APB
Opinion No. 10. This APB Opinion is effective
for fiscal periods beginning after December 31,
1966.
In the proposed Opinion, the Board has
elected to follow this procedure.

NEW PORTFOLIO

A new portfolio published by 1968 Tax
Management Inc. on “Estates, Gifts and Trusts
—190 T.M. Subchapter J—Computation of
Tax,” was recently brought to your editor’s at
tention. It is of particular significance in view
of the fact that AWSCPA member Jesse M.
Cannon, CPA of Raleigh, N. C. served as Spe
cial Consultant to the Publishers in the prepa
ration of this portfolio.
The publication deals with the computation
of tax and distributable net income in connec
tion with Fiduciary returns, which can prove
to be most helpful, even to those who are work
ing in this area continually. Of particular note
is the fact that distributions for Fiduciary Ac
counting purposes, as opposed to Income Tax
purposes, have been distinguished—an under
standing of such principles is very important
in the preparation of tax returns.
We take this opportunity to congratulate
Jesse on her contribution to the profession in
connection with this publication.

attempting more rapid reading occurs because
there is no concept of appropriate methods.
This failure is due to lack of the art and skill
in organizing ideas and seeing relationships.

“ARTS” OF COMMUNICATION

(Continued from page 13)
ing is as tiring as that necessary to business.
All in all any kind of reading is disagreeable.
Many slow readers try to push themselves to
greater speed. This often results in even lower
comprehension and a tendency to regress. A
failure to achieve better comprehension when

The Competent Reader
Some readers find no evidence of poor read
ing habits. Both rate and comprehension score
(Concluded on page 19)
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